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Interest rates have swung sharply in
recent months. From April to June, long-
term rates plunged, and the rate on 10-
year Treasury securities fell from 4 per-
cent to 3.2 percent. But mid-June was the
low point, and since then rates have
surged. By the end of August, the 10-year
rate was back to 4.52 percent. This sud-
den rebound is evident in Chart 1 below,
which shows the rates on 10-year and one-
year Treasuries and on high-quality cor-
porate bonds.

Even after the recent spike, interest rates
remain extraordinarily low. Both long-and
short-term rates generally have not been
this low since the mid-1950s. Low rates
have been a boon to borrowers but a bur-
den to savers. They have been exception-
ally hard on retirees and other investors
who are looking for a low-risk source of
income. As recently as 2000, you could
buy a six-month CD that paid six percent,
but today it pays only about one percent.

One factor behind these low rates is
that, for the past couple of years, inves-
tors have been more concerned with risk
than income. Uncertainty and worry over
the collapse in stock prices, the weak
economy, terrorism, war, and accounting
irregularities have led investors to seek a
safe haven in high-quality, low-risk fixed-
income investments. This shift has helped
push yields down, particularly on ultra-
safe Treasury securities. The supply of
funds in the credit markets also has been
boosted by the Federal Reserve, which
has been flooding the system with money
in an effort to keep the Federal funds rate
(an overnight rate) at a targeted low rate.
In June, the Fed cut this targeted rate yet
again, to just one percent.

On the other side of the ledger, rates
have been pushed down by weak demand
for credit. In the late 1990s, corporations
borrowed heavily to invest (wisely or not)

The Interest Rate Conundrum

Interest rates have been at their lowest levels in over 45 years, and

investors have been earning negative real returns, at least on short-

term investments. However, long-term interest rates increased sharply

this summer and various factors, such as the improving economy and

the soaring Federal deficit, could push them higher.

in new equipment, software, and structures.
However, this kind of business investment
plunged in 2001 and remained weak in
2002. Corporate borrowing rose by just 1.4
percent last year, compared to 10 percent
or more in the late 1990s. This year, how-
ever, there are signs that business invest-
ment is picking up, perhaps due to the im-
proved economy. Corporate borrowing has
increased, which may account for some of
the recent increase in interest rates.

Negative Real Rates

Would you lend somebody $100 if they
promised to pay you back, say, $99 a year
from now? Perhaps not, but that is pretty
much what investors have been doing.
Prior to their recent spike, interest rates
were so low that the real rate of interest—
the rate after adjusting for price inflation—
on some investments was negative.

 For example, the nominal rate on one-
year Treasury securities was 1.12 percent
in July, while the rate of price inflation, as
measured by the 12-month change in the
Consumer Price Index through July, was
2.11 percent. Subtracting the rate of price
inflation from the nominal interest rate, the
real interest rate was -0.99 percent.

Strictly speaking, the real rate of inter-
est is the nominal rate minus expected price
inflation. But we cannot readily measure
expectations. We can only measure how
actual price inflation has affected past in-
vestments, not how it will affect future ones.
But if we take the recent rate of price infla-
tion as a good indicator of what investors
expect future price inflation will be, we
can estimate the real rate of interest they
expect to earn.1 We can also use this esti-
mated real rate to compare the current level
of interest rates to historical trends.

The top panel of Chart 2 on the next
page shows the nominal and real interest
rates on one-year Treasury securities for
the past 50 years. The nominal rate in June,
1.01 percent, was the lowest since 1954.
Adjusted for price inflation, this interest
rate has been negative for the past year.

This is not unprecedented. Investors
have earned negative real returns at vari-
ous other times in the postwar era. In par-
ticular, in the 1970s the real rate on one-
year Treasuries was even lower than it is
now—even though the nominal rate of
return was much higher then (often more
than 10 percent).

The bottom panel of Chart 2 shows the
nominal and real interest rate on 10-year
Treasury securities. June’s nominal rate of
3.33 percent was the lowest since 1958.

1
 Our estimates of real interest rates use the change

in the Consumer Price Index to measure price in-
flation, because it is the most widely-tracked price
index. Other measures of price inflation, such as
the Producer Price Index, would give slightly dif-
ferent estimates but these would not change the
broad historical trends of real interest rates.
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Average weekly data through August 2003. Source: Federal Reserve Board.
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Even at this low rate, however, the real
interest rate was still positive—in contrast
to the experience of the 1970s and, to a
lesser degree, the late 1950s. As low as
nominal rates are today, investors in these
fixed-rate securities had a harder time of it
30 years ago, when double-digit price in-
flation destroyed not only the purchasing
power of their interest earnings but sharply
eroded the value of their principal as well.

Investors do not expect to earn nega-
tive real returns, of course, at least not
over the long term. Usually it happens
when the rate of price inflation is higher
than they anticipated, and they quickly
adjust their expectations. On the rare oc-
casions when real interest rates have
turned negative, they usually have not re-
mained so for long. Either the rate of price
inflation moderated, or nominal rates in-
creased to compensate investors for their
expected loss of purchasing power.

The Risk Premium

Price inflation is not the only factor
that influences interest rates. As noted
above, other risk factors, such as concerns
over corporate earnings and accounting,
have prompted a flight to safety in the
past couple years. Investors have shifted
their funds from higher-risk to lower-risk

investments, selling stocks and buying less
volatile fixed-rate securities such as bonds,
CDs, and money-market funds. And they
have focused on Treasury securities,
which are widely regarded as having zero
risk of default, rather than higher-risk cor-
porate bonds.

One measure of investors’ changing
appetite for risk is the change in the spread
between the interest rates on Treasuries
and corporate bonds. As shown in Chart 3,
this risk spread soared to its highest level

in at least 50 years in late 2001, following
the terrorist attacks. It surged again in mid-
2002 at the height of the accounting scan-
dals. (The chart shows the spread between
Treasuries and top-rated AAA corporate
bonds; the spreads for lower-rated corpo-
rate bonds and for unrated “junk bonds”
rose even more.)

More recently, risk spreads have plum-
meted. This may be partly due to reduced
uncertainty in the immediate aftermath of
the war with Iraq and increased optimism
on the economy. Investors also may have
become willing to take on more risk in
hopes of earning higher returns.

Outlook

The Federal Reserve is intent on keep-
ing short-term rates low for the near term
in hopes of stimulating the economy. Fed
policymakers also have said they remain
more concerned about price deflation than
price inflation, and investors appear to
have accepted the conventional wisdom
that price inflation is no longer a threat.
Presumably this is one reason they have
been willing to accept such low and even
negative real returns, at least on short-
term investments

But other factors will tend to push in-
terest rates upward. If the economy con-
tinues to grow—and our latest appraisal
of business conditions suggests it will—
businesses will continue to spend more
on equipment and other capital, and as
they do their borrowing will accelerate.

At the same time, the outlook for the
Federal deficit is rapidly deteriorating.
Last month the Bush Administration pro-
jected that the deficit would be $455 bil-
lion this fiscal year, peak at $475 billion
next year, and decline thereafter. This does
not include the cost of the proposed Medi-
care prescription drug benefit or the cost
of occupying and rebuilding Iraq. A sepa-
rate projection by the Congressional Bud-
get Office, which does take these and other
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Chart 3: Spread of Corporate Bond Rate over the Ten-Year Treasury Rate

(Percentage Points)

Note: Average monthly interest rates on Treasury securities. The real interest rate is the nominal rate
minus the rate of price inflation, as measured by the percentage change in the Consumer Price Index
over the preceding 12 months. Latest data, July 2003. Source: Federal Reserve Board.

Note: The spread shows the difference between the rate on corporate bonds rated Aaa by
Moody’s and the rate on ten-year Treasury notes. Average monthly data; latest data, August
2003. Source: Federal Reserve Board.
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THE INS AND OUTS OF TREASURY SECURITIES*

From Ginnie Maes to junk bonds, the array of fixed-income securi-

ties offered by brokerage firms, either through individual bonds or

bond funds, has never been more expansive. Yet amidst the din, plain

old U.S. Treasury securities remain a standout.

Backed by “the full faith and credit”
of the U.S. government, Treasury bills,
notes, and bonds offer the ultimate guar-
antee of credit-worthiness. Other features
add to their appeal:

They are easy to buy and sell. Indi-
vidual investors must often pay high fees
or markups when buying municipal or tax-
able bonds because the market for bite-
sized blocks of securities is limited. The
Treasury arena is so large that an investor
with $10,000 is on the same footing as a
pension fund with $10 million.

Liberation from state and local income
taxes. In states that levy high taxes on inter-
est, such as Massachusetts, New York, and
California, this is a welcome break.

No sales commission. Brokerage com-
missions and annual mutual-fund expenses
take an enormous bite out of returns, par-
ticularly for fixed-income investments.
Investors can bypass those charges by
buying Treasury securities directly from
the Federal government through its
TreasuryDirect program, or pay a mini-
mal commission to a broker.

Despite these features, Treasury secu-
rities have some drawbacks. Because they
are unaffected by credit considerations or
call provisions, they represent a “pure
play” on interest rates. This means their
prices can rise more dramatically than
other types of bonds when interest rates
fall, or drop more sharply when they rise.
Their yields may be lower than other types
of fixed income securities of comparable

maturity, but lesser quality.
The difference between Treasury issues

and other types of securities is called the
“spread,” and it narrows or widens depend-
ing on market conditions and demand rela-
tive to other fixed-income investments.

Treasury Menu

The menu of Treasury securities is
fairly broad, and has expanded in recent
years to include two variable-rate, infla-
tion-indexed products.

Treasury bills are short-term debt that
matures in one year or less from the issue
date. You buy them for a price of less
than the par value you receive at matu-
rity. The difference between the two rep-
resents your interest.

Treasury notes and bonds pay a fixed
rate of interest every six months until ma-
turity. Treasury notes mature in more than
a year, but not more than ten years from
their issue date. Treasury bonds mature in
over 10 years. Although the government
has not auctioned new bonds since 2001,
you can still buy them in the secondary
market through a brokerage firm.

Introduced in 1997, Treasury Inflation-
Protected Securities (TIPs) are designed
as a hedge against price inflation. Like regu-
lar Treasury notes, they pay a fixed rate of
interest twice a year. Unlike traditional
notes, their principal value adjusts to re-
flect price inflation, as measured by the
Consumer Price Index. For example, if an
inflation-adjusted Treasury note has a face
value of $1,000 and price inflation is two
percent for the year, the inflation adjust-
ment will increase the bond’s principal to
$1,020. The interest payment will be based

on the increased value of the bond.
The main downside of TIPS is that the

inflation adjustment is federally taxable
as income in the year it accrues, even
though you don’t actually receive it until
the bond matures or you sell it. This makes
them more suitable for tax-deferred re-
tirement accounts. And the interest pay-
ment is somewhat lower than comparable
Treasury notes because of the built-in in-
flation protection.

Even so, TIPS may be a better deal
than garden-variety Treasury notes of a
comparable maturity if price inflation ac-
celerates. In late August, an inflation-in-
dexed Treasury security maturing in July
2013 trading in the secondary market car-
ried a yield of 2.25 percent. At the same
time, a straight 10-year U.S. Treasury note
was yielding about 4.5 percent. That
means if price inflation averages more than
2.25 percent over the holding period, an
investor is better off with the TIPS bond.
By way of comparison, the CPI rose 2.4
percent in 2002 and 2.2 percent during
the first seven months of 2003.

STRIPs, or Zero-Coupon Treasuries do
not make periodic interest payments. In-
stead, they are sold at a deep discount and
redeemed upon maturity at face value. Al-
though Treasury issues form the building
blocks for STRIPs, these securities are ac-
tually assembled by brokers and other fi-
nancial institutions that separate the in-
terest and principal component of a Trea-
sury note or bond, so you cannot buy them
directly from the government. For ex-
ample, a 10-year Treasury note makes a
total of 20 interest payments—two pay-
ments a year over the course of 10 years—
and a principal payment at maturity. By
“stripping” the security, the financial in-
stitution creates separate securities from
the principal and interest, which can be
held and transferred separately.

There are a couple of caveats. You
must pay income taxes on the STRIPs’
increase in value (which represents your
interest) every year, unless the bonds are
held in a tax-deferred account. And all
zero-coupon securities, including STRIPs,
are more sensitive to interest rate fluctua-
tions than just about any other type of
bond. With most bonds, investors receive
periodic interest payments that they may
need to reinvest at rates that are lower, or
higher, than when they bought the bond.
With zeros, the interest is locked in from
the date of purchase, producing substan-
tial interest rate risk, particularly for
longer-term zero coupon bonds.

Best Ways To Buy

Investors can buy Treasury securities
either through TreasuryDirect, or through
a brokerage firm or bank. Buying Trea-

* This article was written by Marla Brill, the au-
thor of Windfall—How To Manage Sudden Money

Before It Manages You and publisher of Brill’s

Mutual Funds Interactive (brill.com).

possible outlays into account, suggests the
deficit could top $500 billion next year
and continue to increase. And of course,
the unfunded liabilities for Social Secu-
rity and other government retirement pro-
grams loom larger every year.

To be sure, budget deficit forecasts are
notoriously inaccurate. Nevertheless, un-
der President Bush spending has increased
at a rapid pace, and the deficit has ex-
ploded. If spending continues to outpace
the growth of tax revenues, the deficit will
remain alarmingly large.

At some point, investors may lose con-
fidence in the ability of the government to
finance these exploding obligations with-
out turning to the printing presses. If this

happens, and the public begins to expect
higher price inflation, interest rates would
likely increase. Deficit doves point out
that the budget shortfall was higher in re-
lation to the economy throughout the
1980s than it is now. But interest rates,
nominal and real, also were higher.

In sum, the balance between the factors
that have pushed interest rates lower over
the past couple years, and the factors that
would tend to push rates higher, may be
shifting. June may have been the turning
point. The strengthening economy, the de-
teriorating deficit outlook, and investors’
increased willingness to accept higher risk
in search of higher returns are all develop-
ments that favor higher interest rates. ❑
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PRICE OF GOLD
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Final fixing in London $272.05 $317.55 $369.80 $370.75

sury securities through a bank or discount
broker should cost about $50 to $60 in
commissions, regardless of the size of the
purchase. By opening an account at the
U.S. Treasury through TreasuryDirect,
you can bypass the middleman and save
the purchase commission when buying
Treasuries. It is a fairly simple process.
Once the Treasury announces an auction,
investors are invited to submit bids. With
a non-competitive bid—the kind most in-
vestors use—the buyer agrees to accept
the rate determined at the auction.

Treasurydirect.gov, the Internet gate-
way to TreasuryDirect, walks investors
through the entire process.  The minimum
investment is $1,000, which is much lower
than the $10,000 minimum investment for
Treasuries some discount brokers require.
There is also no charge for re-investing
proceeds from maturing securities (al-
though there is a $34 fee if you sell them
before maturity), and you can usually ar-
range to re-invest through Reinvest Direct.
At a broker, the proceeds from maturing
securities will typically go into a money-
market fund, and you will have to pay a
commission to buy another security.

Those without access to the Internet can
call TreasuryDirect toll-free at 1-800-722-
2678. The automated phone system allows
callers to obtain information on securities
and auctions, order forms and publications,
and speak to a customer service represen-
tative. You can also buy securities, sched-
ule reinvestments, request a statement of
account, check account balances, and or-
der a duplicate 1099-INT form.

TreasuryDirect does have a couple of
drawbacks. You have to wait until the auc-
tion date announcement to submit a bid.
With a discount broker, you can buy when
the urge strikes as the firm can pull a bond
out of its secondary market inventory that
matches a specified maturity. You can also
pledge Treasury securities as collateral if
you buy them through a broker, some-
thing you cannot do through the govern-
ment system.

Savings Bonds

Although most people think of savings
bonds as wedding or birthday gifts, they
can also be a key part of a personal savings
plans. Series EE bonds are issued at half
the bond’s face value of anywhere from
$50 to $10,000. The difference between
the original price and the redemption value
is interest, which compounds semiannu-
ally. For bonds purchased May 1997 and
after, the rate of interest is 90 percent of
the average five-year Treasury yield for
the preceding six months. Although the in-
crease in the bond’s value can be reported
annually for tax purposes, most people
choose to pay income taxes when they cash

their bonds. Newly-purchased Series EE
bonds yield 2.66 percent until November 1,
when the rate will change.

Introduced in 1998, the I Bond is a sav-
ings bond for investors seeking protection
against price inflation. Sold at face value,
the interest calculation is based on a fixed
rate of return established at the issue date
and a price inflation rate, which changes
semiannually. The combined fixed inter-
est rate and inflation adjustment on I bonds
is added to the value of the bond and does
not have to be reported for tax purposes
until maturity.  The minimum holding pe-
riod for new I Bonds is one year, and you
pay a three-month interest penalty if you
cash them in less than five years.

The current rate on newly purchased I
Bonds is 4.66 percent, and will change on
November 1. That is not a bad deal, consid-
ering that five-year Treasury notes yield 3.46
percent. Additionally, the unique tax char-
acteristics of I Bonds make them attractive

for taxable account owners who want a
fixed-income component for their portfo-
lios that adjusts for price inflation, but who
wish to defer taxes on interest payments.

Both Series EE Bonds and I bonds
qualify for the Education Tax Exclusion,
which permits qualified taxpayers to ex-
clude all or some of the interest earned on
the bonds if it is used to pay tuition and
other educational expenses for themselves,
a spouse, or dependents. To qualify, the
bonds must be issued after 1989 in the
name of a taxpayer age 24 or older at the
time of purchase.  For 2003, the full inter-
est exclusion is only available to married
couples filing jointly with modified ad-
justed gross incomes of up to $87,750,
and for single filers with modified adjusted
gross incomes of up to $58,500.  The ex-
clusion phases out gradually for married
taxpayers with adjusted gross incomes of
between $87,750 and $117,750 ($58,500
and $73,500 for single filers). ❑

Savings Bonds: A Source of Confusion
Despite their popularity, savings bonds are among the most misunder-

stood investments around. I found that out a few years ago, after I
inherited some old savings bonds from my mother and tried to get some
accurate information on how to handle them. The confusion goes beyond
bank tellers to professionals with advanced degrees who should know
better. My CPA told me that if I cashed the bonds the tax on accrued
interest would be based on the difference between their value at the date
of death and the amount I received—in other words, they would be
eligible for a stepped-up cost basis.  That would have saved me a bundle,
but it was inaccurate. Actually, since my mother had not reported the
interest income since their purchase way back in 1964, the tax was based
on the entire amount of accrued interest.

Yet another piece of bad advice came from a highly regarded certified
financial planner often quoted in the national media, who advised me to
cash in the bonds all at once.

What she should have told me was the best time to cash most older
bonds is just after the semi-annual interest payment kicks in. Otherwise,
you lose all the interest that accrued in the months since the last payment.
(This is less of a concern for bonds issued in May 1997 or later, since they
increase in value every month and interest compounds semiannually.
However, a three-month interest penalty applies if you cash a bond that is
less than five years old.)

A government web site, savingsbonds.gov, can help investors sort
through the ins and outs of savings bonds. It contains detailed explana-
tions of the different types of savings bonds available, along with an online
savings bond calculator that lets you know what your bonds are worth.
You can also save information to a file and update it periodically. The site
also has information on how to buy savings bonds online through
TreasuryDirect. — MB


